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Dear Valued Client:

              The equity markets in the United States and elsewhere got off to a great start in 
the first quarter of 2012, although they seem to be faltering as we write this letter.  In the 
United States the S&P 500 Index was up 12% in the first quarter and the Dow Jones 
Industrial Average was up 8.1%.  World markets were also positive, with the Dow Jones 
Global ex-U.S. Index up 10.8% for the first quarter.  Markets in the important emerging 
countries of Brazil, Russia, India and China were up 10.8%, 8.6%, 16.6% and 9.3%, 
respectively, in their local currencies.  Extreme volatility in the stock market, which 
characterized the fourth quarter of 2011, diminished dramatically in the first quarter.  
The CBOE VIX Index, which reflects market volatility, was down 33.8% in the quarter.  
There were no days in which the market moved up or down 2% or more, compared with 
35 days in which that happened in the fourth quarter of 2011.  

With the equity markets doing better, the outperformance of bonds ended.  The 
Barclays Aggregate Index, which tracks the performance of bonds as a whole, was up just 
0.3% in the first quarter.  The yield on the 10-year Treasury note increased in the quarter 
from 1.951% to 2.18%.  U.S. Treasuries had a return of -1.48% for the quarter, their 
worst quarter since 2010.

The stronger stock markets reflected better news on the economy.  U.S. GDP 
grew 3.0% in the fourth quarter of 2011, better than the 1.8% increase in the third 
quarter.  The improvement in the fourth-quarter GDP primarily reflected increased 
inventory investment and increased personal consumption expenditures.  The Index of 
Leading Indicators compiled by The Conference Board, which signals the direction of 
the economy, increased each month from December through February, the latest month 
for which data is available.  The Institute of Supply Management PMI Manufacturing 
Index increased each month during the quarter to 53.4 in March.  The Non-
Manufacturing PMI Index decreased a bit from February to March, from 57.3 to 56.0, 
but is still solidly in expansion territory.  The Conference Board Consumer Confidence 
Index increased sharply from January to February, although it tailed off a bit in March.  
The job picture brightened considerably.  The U.S. economy added 227,000 private 
sector jobs in February, after adding 284,000 in January and 223,000 in December.  The 
unemployment rate dropped to 8.2% in February.  

Concerns about European sovereign debt diminished during the quarter, 
although the underlying issues remained.  Interest rates paid on its sovereign debt by Italy 
dropped dramatically during the quarter.  The European Central Bank flooded the 
banking system with liquidity by lending at very low rates against a wide range of 
collateral.  The European authorities managed Greece's exchange of its bonds in a way 
that avoided creating a crisis.  
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Housing continues to be an area of concern.  According to the Case-Shiller 
Index, housing prices continued to decrease through January, the most recent month for 
which data is available.  According to Case-Shiller, U.S. home prices showed annual 
declines of 3.9% and 3.8% for the 10- and 20-city composites for the period ending 
January 2012.  Both composites showed declines of 0.8% in the month of January 2012.  
Although a number of commentators claim to see a bottom in housing prices, the Case-
Shiller Index does not reflect that yet.  On a peak-to-trough basis, home prices are down 
34.4%.  During the quarter a number of steps were taken to address the foreclosure 
crisis, including a settlement with the major mortgage lending banks.  However, the 
benefits of that settlement have not yet found their way to underwater homeowners.

On April 2, the S&P 500 stood at 1,419, up from 1,273 on January 3.  Earnings 
for 2011 for the S&P 500 came in at $99.  Standard & Poor's expects the earnings of the 
S&P 500 companies for 2012 to be $105.  Earnings growth is slowing.  From 2010 to 
2011, S&P earnings grew 18%.  From 2011 to 2012 they are expected to grow at 6%.  At 
1,419 the S&P 500 is selling at a multiple of 13.5 times earnings, no longer inexpensive.  

Since the end of the quarter, the stock market has begun to show some signs of 
fatigue.  There are a number of factors behind the slump in the market.  One is simply that 
the improvement in the market may have outpaced the improvement in the economy.  
Recent economic data, including the ISM Non-Manufacturing PMI, The Conference 
Board, consumer confidence and, most recently, the March jobs data, have been weaker 
than data earlier in the quarter.  Concerns about Europe seem to be increasing again.  In 
recent days the interest rates paid by Spain and Italy on their debt have begun to move up 
significantly.  In addition, the minutes of the Federal Reserve Board's mid-March meeting 
indicated that the Fed is more comfortable with the growth of the economy and is less 
likely to engage in any additional monetary stimulus.  Investors were disappointed that 
additional monetary stimulus (QE3) does not seem to be forthcoming.  In light of these 
developments, the sentiment seems to have shifted.  This looks like the pattern of the last 
two years, where markets retreated in the second quarter after a strong start.

We expect the economy in the United States to continue to grow, although at a 
modest pace, as the year passes.  The equity markets may lose some ground as first-quarter 
gains are reassessed in light of slower growth.  Longer term, the imbalance between federal 
revenues and expenditures must be resolved.  The expiration of the Bush tax cuts and 
imposition of automatic budget cuts, mandated by the Budget Control Act, may inspire 
our leaders to reach an agreement on taxes and spending.  A “grand bargain” that brings 
fiscal balance is a necessary foundation for longer-term economic growth.

Yours truly,

Hemenway Trust Company LLC


